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Reserves and Provisions 


The. Council of the Institute of Chartered Accountants in England and 
Wales recently published the sixth of a series of Recommendations on 
Accounting Principles, as follows: 

“The Council of the Institute of Chartered Accountants makes the follow- 
ing further recommendation to its members on certain aspects of the accounts 
of companies engaged in industrial and commercial enterprises. Whilst it is 
recognised that the form in which accounts are submitted to shareholders 
is (subject to compliance with the Companies Act) a matter within the 
discretion of directors, it is hoped that this recommendation will be helpful 
to members in advising in appropriate cases as to what is regarded as the 
best practice: 

VI. RESERVES AND PROVISIONS 

A true appreciation of the financial position of a company as disclosed 
by its balance sheet may be rendered difficult or even impossible owing to 
lack of information as to the extent of undisclosed reserves and to insufficient 
distinction being made between (a) free reserves retained to strengthen the 
financial position or to meet unknown contingencies, (b) capital reserves or 
other reserves not normally regarded as available for distribution as dividend, 
(c) provisions for known contingencies, and (d) provisions for diminution 
in value of assets in excess of normal or estimated requirements. 

The term ‘reserves’ and ‘provisions’ are commonly regarded as_inter- 
changeable. Accounts would be more clearly understood if the term ‘reserve’ 
were applied only to reserves which are free, and the term ‘provision’ were 
confined to amounts set aside for specific requirements. 

Unless the amounts involved are stated, the trend of profits may be 
obscured by transferring amounts to or from undisclosed accounts of the 
nature of free reserves, by charging abnormal provisions or by utilising 
provisions no longer required. 


Recommendation 
It is therefore recommended that: 

(1) The following distinction should be made between reserves which are 
free and those in the nature of provisions for specific requirements; the 
latter should preferably be described as ‘Provisions’ : 

(a) The term ‘reserve’ should be used to denote amounts set aside out 
of profits and other surpluses which are not designed to meet any 
liability, contingency, commitment or diminution in value of assets 
known to exist as at the date of the balance sheet. 

(b) The term ‘provision’ should be used to denote amounts set aside 
out of profits or other surpluses to meet: 

(i) specific requirements the amounts whereof can be estimated 
closely ; and 
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(ii) specific commitments, known contingencies and diminutions the 
in values of assets existing as at the date of the balance co 
sheet where the amounts involved cannot be determined with ex 
substantial accuracy. 

(2) Reserves, as defined in (1) (a) above, should be disclosed in the balance th: 
sheet. re 
The term ‘Reserve Fund’ should only be used where a reserve is 
specifically represented by readily realisable and earmarked assets. ex 
Where two or more reserves are retentions of distributable profits pr 
available for general use in the business and none of them is created the 
in accordance with statutory requirements or in pursuance of any as: 
obligation or policy, the subdivision of such reserves under a variety of 
headings is unnecessary. Capital and other reserves not normally of 
regarded as available for distribution as dividend should, however, be th; 
separated from those of a revenue nature, the latter group to include no 
any undistributed balance, or, by deduction, any adverse balance on lia 
profit and loss account. Pr 
(3) As a general principle ‘Provisions’ as defined under (1) (b) (ii) should 
be disclosed in the balance sheet under one or more appropriate headings. th 
Only in circumstances where disclosure of the amount of a particular his 
provision would clearly be detrimental to the interests of a company va 
should it be included under another heading, for example ‘Creditors’ ; 
the fact that such heading includes ‘Provisions’ should then be indicated 
in the narrative. 
Where practicable, fixed assets in existence at the date of the balance 
sheet should be shown at cost, and provisions for depreciation and for 
diminution in values should appear as separate deductions therefrom. 
(4) Subject as in (3) above in regard to provisions the disclosure of which 
would be detrimental to the interests of a company, where reserves and 
provisions are created or increased, the amounts involved, if material, of 
and the sources from which they have been created or increased, should én 
be disclosed in the accounts. In all cases the utilisation of reserves, and St 
of prpvisions proved to have been redundant, should be disclosed in the wt 
accounts.” bu 
It is interesting to note how closely these recommendations conform to 
the suggestions made in the paper on Accounting Terminology delivered at “ 
the Australasian Congress on Accounting in 1936. Although they are. put ~ 


forward to assist members “in advising . . . . as to what is regarded as the 
best practice,” the universal adoption of the recommendations would remove de 
much ambiguity that now exists in balance sheets. 


The recommendation that the word “Fund” should only be used to connote oa 
the existence of “readily realisable and ear-marked assets” is in accordance a 
with the Statutory requirements of the Victorian Companies Act, which a 
provide: on 

“A balance sheet . . . . shall not contain any direct or indirect repre- - 
sentation that the company has any reserve fund unless P 
(a) such reserve fund is actually existing, and i: 
(b) the representation is accompanied by a statement showing the a 
manner in which, and the securities upon which, the same is ra 
invested.” 

The suggestion that the debit balance on Profit and Loss Account should - 
be deducted from “Reserves” is logical, but nevertheless to many it will be on 
an innovation in accounting practice. ds 

The recommendation that “Where practicable fixed assets . . . . should 






be shown at cost” with the amount of depreciation written off as deductions 
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therefrom would, if adopted, give investors a means of comparing the original 
cost and the unexpired value. It is assumed that this recommendation 
extends to Goodwill. 

The influence of the Royal Mail case is reflected in the recommendation 
that “the utilisation of reserves, and of provisions proved to have been 
redundant, should be disclosed in the accounts.” 

The recommendations are clear-cut and unequivocal with the possible 
exception of. the reference to “Provisions” as “amounts set aside out of 
profits.” This definition appears to be at variance with the intention that 
the term should cover amounts provided “to meet diminutions in values of 
assets.” 

The desirability of maintaining a definite distinction between the meanings 
of the terms “Reserves” and “Provisions” is well recognised, but we believe 
that this can be effected by using the former term to indicate a surplus and 
not a charge against profits, and the latter to indicate a provision to meet a 
liability (e.g., Provision for Taxation) or a charge against profits (eg., 
Provision for Depreciation). 

Despite this relatively minor reservation we agree with The Accountant 
that the recommendations “constitute a very notable landmark in accounting 
history,” and the Council of the Institute is to be congratulated on a most 
valuable contribution to the clarification of accounting terminology. 





Valuation of Goodwill 
By G. E. FitzcEratp 


Wuat ts GoopwILL? 

Over a long term of years the courts have been concerned with the definition 
of Goodwill. The earliest case recorded is in 1810, when Goodwill was 
defined as “The probability that the old customer will resort to the old place.” 
Such a definition, though adequate for many years, does not satisfactorily 
cover the various aspects of Goodwill in the complex circumstances of modern 
business. 

Two more searching legal definitions which appear to be suitable for general 
application are those of Lord Macnaughton in Inland Revenue Commissioners 
v. Muller Ltd. (1901) and Warrington, J., in Hill v. Fearis (1905). 

Lord Macnaughton said, ‘““What is goodwill? It is a thing very easy to 
describe, very difficult to define. It is the benefit and advantage of the good 
name, reputation and connection of the business. It is the attractive force 
which brings in custom. It is the one thing which distinguishes an old- 
established business from a new business at its first start... .. Goodwill is 
composed of a variety of elements. It differs in its composition in different 
trades and in different businesses in the same trade. One element may 
preponderate here, and another there.” 

Warrington, J., defined it as “the advantage, whatever it may be, which 
a person gets by continuing to carry on and being entitled to represent to the 
outside world that he is carrying on a business which has been carried on 
for some time previously.” 

As Seed points out,! “the courts have generally been concerned with the 
protection of goodwill,” and therefore they have tended to assume that 
the connection and reputation of an established business are “essential 
characteristics of goodwill.” 


1. Goodwill as a Business Asset, H. E. Seed. 
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In commercial usage the term goodwill has a wider connotation than the 
legal definitions contemplate. It has been defined as the “whole field of rights 
growing out of past effort in profit seeking.” Parts of these rights, e.g., 
trade marks, patents, copyrights, are protected by Statute, but as a 
matter of equity the whole field is protected by law. Although there is no 
specific statute protecting legal goodwill, a person who has acquired a 
business connection, either by his own efforts or by purchase, has a common 
law right, e.g., he may prevent the business connection being interfered with 
by the improper use of information or influence possessed by former owners 
or employees of the business. 

There is an important distinction between local and personal goodwill. 
Situation of business premises is particularly important in retail trade, while 
proximity to transport, markets, sources of supply, etc., may be important 
in the case of wholesale and manufacturing businesses. In some cases the 
relationship of gqodwill to the business premises is so close that it belongs to 
the owner of the premises, not to the owner of the business. A common 
example of this feature is a hotel, in respect of which power the term 
“Ingoing”’ is probably more appropriate than Goodwill. 

In analysing goodwill accountants have evolved the theory of Super- 
Profits. 

“To the mind of an accountant the word goodwill may perhaps be 
described by saying that it represents the capitalised value of actual or 
prospective super-earnings.’” 

“Goodwill is the advantage which arises from the good name, reputation 
and connection of a business; alternatively, the benefit which accrues to the 
owner of a business from the likelihood that such business will earn in the 
future profits in excess of those required to provide an economic rate of 
remuneration for the capital and labour employed therein.’ 

But Leake appears to be on firm ground in his definition: 

“Commercial goodwill is the right which grows out of all kinds of past 
effort in seeking profit, increase of value, or other advantage.’* And later 
comment : 

“Tt is important to bear in mind that this right exists, although apart from 
the question of whether or not it has exchangeable value.’ 

Thus, in Leake’s opinion, it is possible for goodwill to exist even though 
it has no value. ‘ 


THE PROBLEM OF VALUING 


Accountants’ emphasis on “value” in any discussion of goodwill is a 
not unnatural outcome of their professional interest in the subject. 

The necessity for’a valuation of goodwill frequently arises in the commercial 
world—in amalgamations, changes of ownership, dissolutions, reorganisations, 
liquidations, transfer of shares in a private company, valuation of shares for 
probate and gift duty purposes, etc—and usually it falls to the lot of an 
accountant to make the valuation. 

This is no easy task, for in doing so the valuer must endeavour to forecast 
the future—a task which even accountants can scarcely profess to perform 
with any great degree of accuracy. 

In these circumstances it is not surprising to find differences of opinion 
amongst accountants on the question of a satisfactory basis for valuation, 
and in particular cases on the amount of the valuation, but it is surprising 
in practice to notice the extent of the differences in amount that are possible. 

2. Methods of Amalgamation, A. E. Cutforth. 

H. E. Seed. 


3. Goodwill as a Business Asset, 
4. Commercial Goodwill, P. D. Leake. 
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In one recent case the goodwill of a business was valued by two leading 
chartered accountants at £2,604 and £33,782 respectively. Both were in 
possession of identical information regarding the business. 

Such differences cannot be viewed with complacency, for inevitably they 
must lead to questioning of the infallibility of accountants’ valuations in a 
field in which they are presumed to be skilled. 

In making such a valuation the accountant acts in the capacity of an 
independent expert. He should bring to the task an unbiassed mind and act 
with the sole object of arriving at such a reasonable valuation as might 
constitute the basis for a transaction between a willing buyer and a willing 
seller. 

Probably no person is better equipped to value goodwill than the 
accountant, but it would be unreasonable to expect the commercial world 
to accept our cpinions as final whilst there are possibilities of such wide 
divergences in the views of individual accountants. Obviously there is a 
great need for careful study by the profession of the problem of valuing 
goodwill, with the object of enunciating a consistent basis to which members 
may conscientiously subscribe. Haphazard methods such as are to be found 
in many text-books must be discarded and scientific methods of valuing must 
be sought. 

METHODS OF VALUING 

Various methods of valuing goodwill are used, some of which are suitable 
for particular businesses, while others are capable of more general application. 
Among the principal of these are the following : 


(a) Based on Volume of Business 
In some businesses, valuation of goodwill is based on some standard number 
of units sold or used during a reasonably long prior period. It is expected 


that the volume of business will be maintained and that, given equal skill in 
management, a certain rate of profit may be anticipated on such a volume of 
business. Thus it is customaty in a bakery business to base the value of 
goodwill upon the number of sacks of flour used; in a retail dairy on the 
numbers of quarts of milk sold; in a newsagency on the number of papers 
sold. These methods are the result of practical experience in a particular 
trade and probably give fairly correct results. They have the merit of 
producing a standard of valuation that is universally accepted in an industry 
or trade. 


(b) Annual Profits Multiplied by a Given Factor 

In businesses other than those dealing in standard commodities method (a) 
cannot be used. In such cases the value of goodwill is frequently calculated 
as so many times the annual profits, the multiplying factor, usually determined 
by negotiation, varying from one to seven. This method is unscientific and 
vague and leaves scope for wide difference of opinion on the valuation in 
particular cases. 


(c) The Earning-Capacity Method 

This method consists of the following steps: 

(1) Estimate the rate of interest which the proprietor might reasonably 
expect to receive on capital invested in the business, having regard to 
(a) current rates of interest and (b) the degree of risk incidental to 
the nature of the business. 

(2) Ascertain the yearly profit which may reasonably be anticipated from 
the business, based on past results, with allowance for factors which 
are expected to operate to alter such results in the future. 
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(3) Capitalize the anticipated yearly profit at the rate of interest selected. 
This gives the capital value of the business. 

(4) Deduct from the value of the business the ascertained value of net 

tangible assets. The surplus represents the value of goodwill. 

The earning capacity method is unscientific for it ignores the essential 
feature that gives value to goodwill, viz., the probability of earning super- 
profits in the future. Cutforth’s reference to goodwill as “the capitalised 
value of the actual or prospective super-earnings” has already been mentioned. 
Dicksee, Leake, Taylor and Bayley, and Seed (who does not accept the 
super-profit method of valuation) all indicate that its value arises from the 
earning of super-profits. If this is so it seems logical that we should 
calculate our valuation of goodwill by reference to these probable future 
super-profits. 


(d) The Super-Profit Method 

For an enunciation of the super-profit method we are indebted to P. D. 
Leake. He defines super-profit as “the amount by which revenue, increase 
of value, or other advantage received exceeds any and all economic expendi- 
ture incidental to its production.” Economic expenditure includes any and 
all current expenses, depreciation of fixed and wasting assets (other than 
goodwill), remuneration of managers, and a rate of interest on capital which 
will be sufficient to attract and retain any necessary capital having regard to 
the degree of risk incidental to the business. 

Super-profit is therefore akin to the economist’s “pure” profit. 

The value of goodwill arises solely out of the demand for super-profit, 
and therefore, unless there is a reasonable possibility that super-profits will 
be earned the goodwill of a business has no value. “An amount paid for the 
purchase of goodwill really represents a premium paid to secure an extra- 
profitable opening for the employment of capital. The transaction may be 
compared with the premium paid for the purchase of a lease of premises the 
annual value of which is greater than the annual rent which is payable under 
that lease.” 


Valuation by this method consists of the following steps: 
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(1) Ascertain the adjusted annual profits for a selected period. The 
adjustments required are those necessary to reflect the probable effect 
of any changed circumstances in which the business will operate in 
the future. 

(2) Decide upon a rate of interest (depending on circumstances) to be 
allowed on average tangible capital employed during the period selected 
for the adjusted profits. 

(3) Average adjusted annual profit, less interest on average capital, 
represents the super-profit estimated to be earned during the selected 
period. 

(4) Decide whether this super-profit may be expected to remain constant 
for a number of years, or whether it may be expected to diminish 
gradually. Decide for what period of years super-profit may be 
expected to continue. 

(5) Deduct from super-profit the probable average rate of income tax 
on the super-profit during the period of years over which the estimated 
annual super-profit is expected to continue. 

(6) Decide what rate of discount is to be allowed in view of the fact 
that payment is being made now for super-profit to be received in 
future periods. 

(7) The value of goodwill is the present or discounted value of an annuity 
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(constant or diminishing as the case may be) equal to the anticipated 
annual super-profit (less income tax) for the period during which 
this is expected to continue. 


It will be evident that in the use of this method it is necessary to make 
decisions on a number of points, and the following factors need consideration 
in doing so: 

(1) Selection of the period over which to ascertain the adjusted annual 

profits. 

This depends upon the type of business, whether it is speculative or stable; 
the trend of results, whether fluctuating, decreasing or increasing ; and general 
business conditions during past years, whether boom or depression. The 
aim should be to cover at least one complete cycle of general business and 
one cycle of the particular business. 


(2) Rate of interest on the average capital employed. 
This depends on the risks involved and general interest rates. The results 
of business over a long period should assist in making this decision. 


(3) New factors which may operate. 

These include increased competition, cessation of long continued and 
profitable contracts, acquisition of premises previously rented, closure of 
some departments and a variety of other factors varying from case to case. 


(4) Wil super-profits remain constant over a number of years and over 

what period may they be expected to continue? 

Leake stresses the point that goodwill can never exist permanently. This 
view, like his definition of super-profit, is consistent with the economists’ 
standpoint. He says: “It is clear that owing to the operation of economic laws, 
super-profit can never exist permanently, though it may sometimes continue to 
arise out of an undertaking for a.great number of years. One principal reason 
for the temporary character of super-profit is the existence of competition. 
Commercial competition is universal and is constantly at work striving to 
secure a share in super-profit of all kinds wherever it arises, and whenever 
an undertaking is earning super-profit it will always tend to attract imitators. 
This operates to reduce, and will ultimately level, earnings to a rate of profit 
not exceeding the normal rate of interest on the capital invested, having 
regard to the nature of the risk. Another reason why super-profit is always 
of a temporary character is that the demand for any commodity or service 
may at any time slacken or cease, owing to all kinds of changing conditions, 
including new inventions. On commonly accepted economic grounds, there- 
fore, super-profit must never be treated as being in the nature of a perpetuity ; 
it is essentially in the nature of an annuity extending over an unknown 
but limited number of years, and, therefore, the value of goodwill is not 
permanent.” 

If goodwill is the present value of expected future super-profits, it will 
be gradually used up as those super-profits arise, and ultimately it will 
disappear. Even then valuable goodwill may exist, but “this will have 
arisen out of the good work done in the meantime.” That goodwill does 
not exist in perpetuity is evidenced from the history of retail drapery stores 
in Melbourne and suburbs. Examples of Melbourne businesses, once well- 
known, which for various reasons have been discontinued are Craig William- 
son of Elizabeth Street, Fitzgerald Bros. of North Melbourne, Head & Co. 
and Stirlings of Richmond, Hoopers of Footscray and Brunswick, and there 
are many others. 
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The period during which super-profits may be expected to continue will 
vary in different cases, e.g., with monopolies or quasi-monopolies they will 
last longer than with other businesses. The determination of the period calls 
for wide experience and good judgment, but it is important to remember that 
there is little difference between the present value of an annuity in perpetuity 
and the present value of an annuity for 20 years. The present value of an 
annuity of £100 for 20 years, discounted at 15%, is £626, while the present 
value of such an annuity in perpetuity is £666. Consequently, 20 years may be 
taken as the maximum period, under the most favourable circumstances, for 
calculating the present value of goodwill based on super-profits. Ordinarily 
the period should be much less. 

Where super-profits are due to the skill or personal connection of the 
previous proprietor; they will not remain constant, but will diminish rapidly. 


(5) Deduction of income tax from the super-profit. 

Some accountants contend that income tax on the super-profit should not 
be deducted, but it is difficult to follow this reasoning. When a man pays 
for goodwill he pays for the benefit he expects to derive from the earning of 
super-profits ; he does not derive any benefit from that portion of the super- 
profit which is paid away as income tax on that profit. 

In practice this may present a little difficulty, in that the rate of tax will 
depend upon whether the purchaser is an individual, partnership or company, 
and, of course, there is the added difficulty of forecasting future income tax 
rates. Generally it would appear that the best method is to ignore the type 
of ownership of the business, and deduct from the super-profit the amount 
of income tax that would be payable on that profit by an individual at personal 
exertion rate. The rate of tax may be determined by taking into account 
the total profit of the business, but the amount of tax should be calculated 
only on the super-profit. Tax on the part of the profit that represents interest 
on the capital invested would be payable even if the capital were invested in 
some other way and therefore it should be ignored in valuing goodwill. 

Justification for ignoring the type of ownership is claimed in the fact that 
the purchaser of a business is generally at liberty to conduct that business 
under any type of ownership he finds convenient. The value of goodwill 
should not be affected by the type of ownership.* This is stated merely as 
a general rule, and it is realised that there may be circumstances in which it 
would not apply. 


(6) Rate of discount. 

Again it is necessary to use care and judgment. Leake believes that money 
sunk in goodwill is subject to greater risk than if sunk jn tangible assets, and 
there appear to be strong grounds to support that view. Therefore, the rate 
should always be greater than the normal return on tangible capital. It is 
unlikely that it should ever be less than 10%. 


COMPARISON OF EARNING-CAPACITY AND SUPER-PROFITS METHODS 


Under the earning-capacity method the investment in goodwill is expected 
to earn the same rate of interest as the investment in tangible assets. The 
factor of diminishing value is not emphasised though the original book value 
may be extinguished by setting aside portion of the earnings. 

Under the super-profits method goodwill is expected to earn the same rate 
as the investment in tangible assets, plus an extra rate which may be applied 
in extinguishing or reimbursing the amount paid for goodwill. 

Reference was made earlier in this article to differences of opinion between 
accountants. The following example, using hypothetical figures, but applying 
the actual bases adopted, shows what contrariety may result in practice: 
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(a) Particulars of the Business 
Proprietary Company—Paid-up capital £50,000, represented by net 
tangible assets of same amount. Anticipated annual profits, before 
providing for income tax, £14,400. 
(b) Valuation by Earning-Capacity Method 
1. Rate of interest which proprietor might reasonably expect to 
receive on capital, 8%. 
2. Anticipated annual profit .. .. if 48 Gale VE ee 
Less Income Tax @ 6/- in £ Je aa’ Se "HE aa 4,320 


£10,080 
3. Anticipated Annual Profit capitalised at 8% .. .. £126,000 


4. Value of Business .. .. ca ks ae cs ee 
Less Value of Net Tangible Assets er a ar 50,000 


Amount of Goodwill .. .. .. .. .. .. £76,000 


(c) Valuation by Super-Profit Method 
1. Adjusted Annual Profits .. .. .. .. .. .. .... £14,400 


2. Rate of Interest on Average waeain 5% 
3. Average Annual Profits .. .. .. .- £14,400 
Less Interest on Capital, 5% on "£50,000 . - 2,500 


Super-Profit ..... in se Seno 
Less Income Tax on fll 900 at Personal Exer- 
tion Rate applicable to £14,400 .. .. .. .. 10,102 


Super-Profit after deducting Income Tax £1,798 


Super-profits expected to remain constant for a period of 10 years— 
Rate of Discount to be allowed, 10%. 
. Present value of annuity of £1 per annum for 10 years discounted 
at 10% = £6:°1446. 
Present value of constant annuity of £1,798 for 10 years, discounted 
at 10% = £10,948, ie., £1,798 & 6°1446. 
. Value of goodwill—£10,948. 


The method of valuing goodwill should be suitable for the normal case of 
a willing buyer and a willing seller. 

Obviously, one or both of the foregoing valuations is unreasonable, and 
not such as would satisfy both a willing buyer and a willing seller. 

The example indicates the need for exceptional care in selection of the 
appropriate method. The main purpose of this article is to draw attention to 
the possibility of the widest divergences in valuation and to the need for the 
most searching examination of the problems involved in goodwill valuation. 
In the compass of a short article it has not been possible to cover in a 
comprehensive way any of the points raised, and only a very general outline 
of the various methods of valuing goodwill has been given. Students and 
practitioners will find ample material for detailed study and comparison of 
these methods in the works referred to in the footnotes. 
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The Manufacturing Account A 

By O. R. MacDonatp Tee 

Bala 

The reports of the examiners of the Commonwealth Institute of bala: 

Accountants frequently contain comments which indicate that some students acco 
have an imperfect understanding of the nature of the Manufacturing Account 

and the information it should convey. In particular, the distinction between = 


the Trading Account and the Manufacturing Account appears to be not Plan 
clearly understood. 


The elementary remarks which follow may help some students to obtain — 
a clearer perspective of the construction and purpose of this important section Stoc 
of the operating accounts. Sale 
The failure of some students to envisage the two accounts as separate and Disc 


distinct is possibly brought about by the fact that they encounter in the Wag 


course of their studies problems which treat them as a composite account. P 
; : “among , - ur¢ 
They will possibly have worked out questions in which they were required to Man 
prepare : Adm 
(a) The Trading and Profit and Loss Account of a business which is ; 
obviously concerned with manufacturing, but no reference is made to * ; 
any Manufacturing Account. <> 


(b) The Manufacturing, Trading and Profit and Loss Accounts, but on stock 


the information given they have no alternative but to combine the It 
Manufacturing and Trading Accounts. enab 

(c) The Manufacturing and Profit and Loss Account, no reference being to kt 
made to the Trading Account. of th 

, ; TI 

Questions of these types (and many such will be found in text-books and aioe 


examination papers of some years past) are apt to create an impression in 
the student’s mind that the distinction between manufacturing and trading 
is not important, or even that they are only different names for the one 
account, the title being dependent on whether or not it is to be prepared Tc 
for a manufacturing or a non-manufacturing enterprise. As he progresses ‘ 
in his studies such impressions will no doubt be modified, but possibly not 
completely dissipated, as examiners’ reports appear to show. 

However, in answering problems of the nature specified above, the student 
must prepare an account of a heterogeneous character in which the true ” 
functions of the Manufacturing Account will be lost. The purpose of the ” 
Manufacturing Account is to ascertain the cost of goods produced during a 
period. The purpdse of the Trading Account:is to ascertain the gross profit 
on goods sold during a period. The goods sold will seldom be wholly and 
exclusively the goods produced in the same period. Sales will usually include 





some goods on hand at the beginning of the period, and some goods produced - 

during the period will generally be unsold at the end of the period. Produc- 

tion and sales, as to actual units, may differ widely in a period. In a short 

term, such as a month, all sales may be of goods manufactured in previous Co 

months. Ta 
If the student, early in his studies, thoroughly grasps the principle that 

the Manufacturing Account deals with production and is not concerned with 

sales, and that the Trading Account deals with sales and is not directly 

concerned with production, many of the problems he will encounter later 

will not worry him, and he will avoid making certain errors which, as demon- Ne 

strated further on in this article, result in severe loss of marks in the wat 





examination room. in an 
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An examination question which appeared nearly twenty years ago is 
typical of many of that and earlier periods. In it candidates were asked “to 
prepare Manufacturing and Profit and Loss Accounts for the year, and 
Balance Sheet as at 30th June, 1926,” of a company. Then follows the trial 
balance. From it only those items which have any bearing on the operating 
accounts are abstracted, as follow: 





Dr. Ce. 
SS EE EGE, i Oe ne ee eater 2 £8,000 
eee md BEMCMIOOry 2. 55 66 0s ce oe oe oe oe oe SDD 
Furniture and Fittings inte ee Se ae Seep! t. tk tw 1,000 
macenoms to Loose Tools .. 6. 6. nc Kk ce ce 08 500 
OS ee 
Rs A i at NR a ce ee el Be a a a £400,000 
I eS eR Ee, oF ee ed el a ln le gi 750 
CS Oe ee ee a a 
Purchases .. .. a ee ee er 
Manufacturing Charges Lexbu (oc <e ee See 
Administration and Management Expenses te oe 


Part of the instruction to candidates was: “make the following allowances 
for depreciation, fixed plant 74%, furniture and fittings 5%; loose tools 
are valued annually and at 30th June, 1926, were valued at £8,250. The 
stock on hand at 30th June, 1926, has been valued at £42,000.” 

It will be noticed that no reference is made to any Trading Account. To 
enable them to prepare a Manufacturing Account, candidates would require 
to know the value of the completed stock on hand at the beginning and end 
of the period, but this information is not furnished. 

The account which most candidates would have prepared would be some- 
what on the following lines: 


MANUFACTURING (AND TRADING) ACCOUNT FOR THE YEAR 
ENDED JUNE 30, 1926 























To Stock, 1/7/25 . .. £40,000 PP SAND o. x. we ss an oe os SOD 
» Loose Tools,1/7/25 8,000 
£48,000 
» Purchases . .. .. £150,000 
» do. Loose Tools . 500 
150,500 
oo WOR 05 <s .. -- 140,000 
» Manufacturing Charges Y 40,000 
» Depreciation on Plant and 
Machinery — wag on 
£110,000 .. .. ne 8,250 
£386,750 
Less Stock, 30/6/26 .. £42,000 
» Loose Tools, 
30/6/26... .. 8250 
50,250 
Cost of Goods Sold .. .. .. £336,500 
To Gross Profit, transferred 
to Profit and Loss Ac- 
ae ee 63,500 
£400,000 £400,000 











Notes——(a) Salaries are not specifically mentioned in the question and 
would be included in Administration and Management Expenses. It is usual 
in answering examination problems, in the absence of fuller information, to 
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place “Wages” in Manufactyring Account and “Salaries” in Profit and 
Loss Account. In actual practice there may be some “Wages” properly 
chargeable to Profit and Loss and some “Salaries” properly chargeable to 
Manufacturing. The test is: are they concerned, directly or indirectly, with 
the cost of production? 

(b) Loose Tools have been treated in the same manner as stock; that is, 
opening and closing values and purchases during the year are included. If, 
however, an account for loose tools were kept in the ledger it would probably 
appear thus: 


LOOSE TOOLS 


1925 1926 


July 1—To Balance .. .. .. .. £8,000 June 30—By Manufacturing 
1926 Account . .. .. £250 


June 30—To Purchases .. .. .. » Balance 


£8,500 


1926 
July 1—To Balance .. .. .. .. £8,250 


The only entry in the Manufacturing Account, therefore, need be the debit 
of £250, representing the tools lost and discarded as no longer serviceable, 
but as it may be desired by the management to have the value shown in the 
Manufacturing Account, the opening and closing stocks and purchases are 
given throughout in the accounts which appear in this article. 

(c) Discounts received (in respect of purchases) are regarded as a 
credit to the Profit and Loss section of the accounts, but this is a debatable 
point. It could be argued that the amount is a deduction from purchases, 
therefore a reduction in costs of production and properly to be placed in the 
Manufacturing Account.! 

(d) Administration and Management Expenses and Depreciation on 
Furniture and Fittings will be charged to Profit and Loss Account, and do 
not concern us. 

As stated early in this article, the function of the Manufacturing Account 
is to ascertain the cost of goods produced. The account as prepared com- 
pletely fails to give this information. A Manufacturing Account can be 
constructed from the figures given only if we are to assume: 


(a) That all goods produced during the year have been sold and that 
stocks on hand at beginning and end of the year are comprised solely of 
raw materials and uncompleted work (usually described as “Work in 
Progress” or “Work in Process”) ; or 

(b) That all stocks are completed goods and that there are no raw 
materials or unfinished goods on hand at the beginning and end of the year. 

The former (a) is possible if the concern has orders in advance of 
production, not an uncommon experience nowadays, and takes care to 
dispatch all completed goods at the end of each financial period. 

The latter (b) seems very improbable, as it is unlikely that there would 
be no raw materials or work in process at the beginning and end of the period. 

A Manufacturing Account drawn up on supposition (a) would differ from 
that constructed on supposition (b). In the former the stocks are still part 
of the Manufacturing Account; in the latter they are part of the Trading 
Account, as shown by the examples which follow: 


1. See Cost Accounting (L. A. Schumer) pp. 3-6; The Australian Accountant, April, 1940, 
pp. 170-173. 
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(a) Stocks of Raw Materials and Work in Process Only 


MANUFACTURING ACCOUNT FOR THE YEAR ENDED JUNE 30, 1926 


To. Stocks, 1/7/25: By Stocks, 30/6/26: 
Raw Materials and Raw Materials and 
Work in Process £40,000 Work in Process £42,000 
Loose Tools . .. 8,000 Loose Tools . .. 8250 
—— £48,000 —— £50,250 
Purchases : » Balance, cost of Finished 
Raw Materials . £150,000 Goods transferred to 
Loose Tools . .. 500 Trading Account . .. .. 336,500 
——__ 150,500 
Wages .. .. 140,000 
Manufacturing "Charges oa 40,000 
Depreciation on Plant and 
CO eee eee 8,250 


£386,750 £386,750 


TRADING ACCOUNT FOR THE YEAR ENDED JUNE 30, 1926 


Cost of Goods Manufac- Be NED Kivce da 0s ae os. oo Se 
tured, transferred from 
Manufacturing Account . £336,500 


Cost of Goods Sold .. £336,500 
» Gross Profit, transferred 
to Profit and Loss Ac- 
a ar ae a Saees 63,500 


#selsés 


“£400,000 


(b) Stocks of Completed Goods Only 


MANUFACTURING ACCOUNT FOR THE YEAR ENDED JUNE 30, 1926 


To Loose Tools on Hand, By Loose Tools on Hand, 
re £8,000 30/6/26 < es £8,250 
» Purchases: » Balance, cost ‘of Finished 
Raw Materials . £150,000 Goods transferred _to 
Loose Tools .. 500 Trading Account .. .. .. 338,500 


«= MOE nc «= 

‘ + on ‘Charges 

» Depreciation on Plant and 
eee eee 


346,750 


TRADING ACCOUNT FOR THE YEAR ENDED JUNE 30, 1926 


To Stock on Hand, 1/7/25 .. £40,000 By Sales .. .. .. .. .. .. .. £400,000 
» Cost of Finished Goods 

transferred from Manu- 

facturing Account .. .. 338,500 


£378,500 
Less Stock on Hand, 30/6/26 . 42,000 


Cost of Goods Sold .. £336,500 
To Gross Profit, transferred to 
Profit and Loss Account 63,500 


“£400,000 
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The probability is that the company whose accounts we are endeavouring 
to construct would, in fact, have both raw materials and uncompleted work 
on hand at balancing dates. Let us assume that we are able to obtain further 
information about the stocks, and that we are furnished with the following 
particulars: 

1/7/25 30/6/26 


Raw Materials .. .. .. .. .. .. £20,000 £25,000 
Work in Process .. .. .. .. «- 5,000 4,000 
Finished Goods .. .. .. .. .. 15,000 13,000 


£40,000 £42,000 
The Manufacturing and Trading Accounts may now be re-cast as under: 


MANUFACTURING ACCOUNT FOR THE YEAR ENDED JUNE 30, 1926 
To Stock on Hand, 1/7/25: By Stock on Hand, 30/6/26: 
Raw Materials .. £20,000 Raw Materials .. £25,000 
Work in Process. 5,000 Work in Process. 4,000 
Loose Tools . .. 8,000 Loose Tools . .. 8,250 
———_ £33,000 ——_ £37,250 
Purchases : ,» Balance, cost of Finished 
Raw Materials .. £150,000 Goods transferred to 
Loose Tools . .. 500 Trading Account .. .. 334,500 
——_ 150,500 
— .. 140,000 
» Manufacturing ‘Charges - 40,000 
» Depreciation, Plant and 
Machinery .. .. .. .. 8,250 


£371,750 


TRADING ACCOUNT FOR THE YEAR ENDED JUNE 30, 1926 


To Stock on Hand, 1/7/25: Pa... ci as Ga co «4; 30> 
Finished Goods .. .. £15 
» Cost of Finished Goods 
transferred from Manu- 
facturing Account .. .. 334,500 


£349,500 
Less Stock Finished Goods, 
. 13,000 


Cost of Goods Sold .. £336,500 
To Gross Profit to Profit and 
Loos Aecewt .. 1. 2. 63,500 


£400,000 £400,000 


We have now a Manufacturing Account which gives what is its principal 
object, viz., cost of production, and the Trading Account is clearly dis- 
tinguished from it. But its form is still open to improvement, particularly 
for comparative purposes. 

In comparing the results of the trading of one period with that of another 
it is usual, and useful, to calculate the percentages of gross profit and net 
profit on sales in each period. Thus in the example given the gross profit 
of £63,500 is 15-87% on the sales, £400,000, or 18°87% on cost, £336,500. 
The items of the Profit and Loss Account are also frequently expressed as 
percentages on sales. This is a sound basis, but the fluctuations from year 
to year on the percentages of the various items must be viewed intelligently. 
Some items such as commission, discounts, cartage, may be expected to 
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vary in harmony with the volume of turnover; some, such as salaries, 
printing and stationery, should not change in such a marked degree, whilst 
others, such as rent, may be unchanged in amount, and any change in 
relative percentages will be merely consequential on the alterations of the 
amounts of other items in the Profit and Loss Account. 

It is of little value, however, to calculate the percentages of the elements 
of manufacturing cost as a percentage on sales; indeed, such percentages 
may be quite misleading. As mentioned more than once in this article, the 
Manufacturing Account is concerned with cost of. production, not with sales. 
Yet, this is a common fault with examinees, as the following quotations, 
chosen at random from the examiners’ reports, clearly denote: 


“In spite of what has been said in previous reports, many candidates persist 
in calculating percentages of cost items on sales instead of total manu- 
facturing cost. This, of course, leads to fallacious reasoning, and 
indicates a fundamental lack of understanding of the limitations of 
percentages, and the use to which percentages may legitimately be put.” 

“There are still many who analyse the comparative results on the basis 
of the percentage of the various items of manufacturing cost on sales. 
This is a fallacious basis, to which attention has been drawn several 
times in previous reports... .” 

“Some candidates obtained very low marks, principally because they 
calculated percentages of cost elements on the base of sales, and not 
on total manufacturing cost. This is a common fallacy which has 
persisted in spite of all that has been said and written about it in recent 
years. Candidates should be warned that it is a serious error.” 

It is evident, therefore, that the percentages for comparative purposes 
relating to the Manufacturing Account must be calculated on the total 
manufacturing cost. When we come to apply this to the Manufacturing 
Account, constructed on conventional lines, of our company, we encounter 
a difficulty. The cost of production is £334,500. The component parts of 
this cost should therefore total the same figure, if they are to be expressed 
in percentages. But the expense items in the accounts total £338,750, a 
difference of £4,250, which is, of course, the difference between the values 
of the opening and closing stocks (£37,250 — £33,000). It is clear that some 
further adjustment is required before the account will give us the information 
we are seeking. We need to know how the value of work in process is 
computed. It will certainly contain labour and material costs, and possibly 
some manufacturing expense, but for the purposes of our working we shall 
disregard this last factor. We shall assume that it was. made up thus: 

1/7/25 30/6/26 
Materials .. .. .. .. £3,000 £2,200 
|” at Pe eae ee 2,000 1,800 


£5,000 £4,000 


We have now all the details necessary for the drafting of the Manufacturing 
Account in a manner so as to show the constituent parts of the total cost of 
the finished goods, and to express them as percentages on the whole. 

The account, however, would be still somewhat unsatisfactory as no 
distinction is made between direct and indirect costs, and in a comparison of 
one year’s trading with another the relation of these to total cost may have 
some significance. We shall proceed to further assumptions, and suggest 
that indirect wages paid amounted to £20,000, and that purchases included 
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indirect materials to the value of £10,000. Also, we shall suppose that in 
the manufacturing charges £10,000 was expended on direct expenses of 
manufacture. These manufacturing charges, direct and indirect, should, of 
course, be dissected and itemised. To simplify the setting out of the indirect 
section of the account it will be assumed that all necessary adjustments in 
respect of opening and closing dates have already been made, although in 
practice some adjustment may have to be effected. For example, there may 
be indirect materials on hand at balancing dates. 

The information will be presented more clearly if we depart from the 
conventional form of account, and set out the particulars in statement form. 
This will facilitate the making of comparisons with the operations of 
subsequent years. 


MANUFACTURING STATEMENT FOR YEAR ENDED JUNE 30, 1926 
% on 
Raw Material Used— Total Cost 
On Hand, 1/7/25 .. . Ba He ge By £20,000 
In Work in Process, W7/2s « ARAN ge Le, 3,000 
Purchases .. .. SER Vis Sgt. ats 140,000 


163,000 
Less On Hand, 30/6/26 .. . £25,000 
In Work in Process, 30/6/26 2,200 27,200 





Wages, Direct— 
In Work in Process, Ere - 25: \ea Sees 2,000 
Paid during Year .. .. Saka haem lier a 120,000 


£122,000 
Less In Work in Process, 30/6/26 .. .. .. 1,800 


SE IR oe a nae a ekade ta ee Sel ee ace 
Total Prime or Direct Cost .. .. .. .. 


Ee ee ae 
Wages, Indirect .. 
Loose Tools on Hand, MTR 

Purchases .. .. 


eG Se eee ee 
250 


EO EOE ee ee 30,000 
Ne re ent Vos Lae ik ganeiee es 8,250 


Total Overhead or Indirect Cost .. .. £68,500 
Total Cost of Manufacture .. .. .. £334,500 


We have now constructed a manufacturing statement which supplies 
valuable information regarding factory costs, and furnishes a useful basis 
for comparison with the accounts of future years. 

In practice, of course, the manufacturing statement will be adapted to the 
requirements of the particular business. It may be divided into departments ; 
several classes of material purchased may be shown separately; there may 
be sub-divisions for different products or processes. Further, it may be 
necessary to alter the form of statement substantially in order to link up 
with costing records, whether of the “historical” or standard cost method. 
In this rudimentary survey of the fundamental principles of Manufacturing 
Accounts, intended for students who have had little or no practical experience, 
it is not proposed, however, to consider any costing aspects, or other phases 
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of managerial accounting which have been productive of some interesting 
developments in the presentation’ of manufacturing costs. 

In conclusion, a few remarks will be made on the necessity of exercising 
some care in drawing inferences from variations in the percentages on total 
cost of the several items of expense. At almost every examination one or 
more questions are set at which it is necessary to compare the results of one 
period’s manufacturing with those of another period. It is very important to 
distinguish between fluctuations due to an increase or decrease in cost in 
one or more items, and those variations which are the consequential effects 
on the percentages of the remaining items of cost. Candidates frequently 
fail to do this, as shown by the fact that it has on several occasions been 
referred to in the examiners’ reports. To quote from one report: 


“Candidates apparently need much guidance in the analysis of accounts, 
with a view to the disclosure of causal relationships .... The attention 
of candidates should be drawn in particular to the fact that an increase in 
the percentage of, say, materials on total manufacturing cost may not 
necessarily be due to a rise in the cost of materials, but may be the result 
of a fall in the cost of labour and expense.” 

For example, let us suppose that the hypothetical company whose costs 
we have been so closely scrutinising was able to make a considerable reduction 
in its direct wages during the year ended June 30, 1927, but that other 
expenses were practically unchanged, and that the output in actual units was 
unaffected. The figures for direct materials and direct wages we shall 
assume to be as follows: 


1926 Yo 1927 % 


Materials (Direct) .. .. .. .. £135,800 40-60 £135,500 41-69 
Wages (Direct) .. .. .. .. 120,200 35-93 110,000 33°85 


Te COE oo sk oe te el | |Che 325,000 100-00 


It will be seen that the percentage of materials on total cost has increased 
from 40-60% to 41:69%, but it would be false reasoning to infer that the 
cost of materials has increased. Actually it has decreased by £300, and the 
increase in percentage (which will also apply to other items of cost) is 
entirely due to the decrease in wages. 





Economic Production Control 
By Lestie W. IRWIN, A.F.1.A., A.C.A.A. 


The emergent conditions of war have resulted in many changes in industrial 
undertakings. These changes have not only been confined to materials, labour, 
or production procedure, but have also altered the methods of control in 
production activity. 

The necessity for production always to be on, if not ahead of, schedule 
has demanded that the most modern methods of this phase of industrial 
accountancy be organised. 

The high level production has not been achieved without bringing along 
its special problems to those engaged in managerial positions. Not only has 
this factor been important, but its performance must be economical. 

It is in this sphere that the cost accountant has been called upon to 
determine the best and most economical way of performance. 

His duties have not only been to ascertain unit costs, but he has been 
vitally concerned with all those factors which affect those costs. Production 
control is passing from managerial responsibility to the control of the cost 
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accountant, because it is being realised that its significance is economical 
as well as productive. The production manager’s functions are not being 
usurped, but they are becoming closely interwoven with the functions of the 
cost accountant. 

Production levels may be set and maintained by the production manager, 
but it is the duty of the cost accountant to determine whether such levels are 
economical. The elimination of waste, the employment of efficient labour, 
the determination of quantity production, is all reflected in the final unit 
costs of the product. These elements will reflect in the factor of expense, 
which plays an important part in the Profit and Loss Account. 

Of this factor, two elements are important; firstly, the proportion of fixed 
and variable costs, and, secondly, the production level. 

Fixed costs have a profound influence upon the unit cost per piece, but 
they are interdependent upon the efficient production. 


Efficient production demands three things: 


1. Full utilisation of facilities ; 
2. Careful planning; and 
3. Efficient production control. 

In the first element, the cost accountant wiil find factors which are closely 
associated with idle time, wastage of power, waste floor areas—all of which 
contribute towards a high cost per unit. 

The second element should ensure that delays and hold-ups do not occur 
through faulty routine. In the third element many factors ensure. efficient 
production control. Of these elements, one of the most important is the 
determination of the most efficient operating cycle of production. 

This element comprises costs incurred in the set-ups of machinery and 
the production necessary to ensure that sufficient is produced without waste 
being incurred. 

The determination of this cost is often based upon rule of thumb methods, 
ascertained by experience of the production manager or foremen. However, 
modern production methods have formulated the varying factors which 
comprise this element of cost. 

This formula is written: 


_ aN 2SP as 
IC(P — 


the various factors a denoted by the above symbols, being: 
S—Total set-up cost to prepare for production in £s per piece. 
P—Number of pieces that can be made on the machine per operating day. 
Number of pieces used per day in assembly. 
N—Number of days per year that the plant normally operates. 
C—Total cost of material, labour and overhead per part in és. 
I—Fraction by which the cost per piece is increased if kept in storage 
for one year. 
Assuming that the above symbols are represented by the following values, 
an example of the working would be: 
S = £20 : P= 1240:U = 1000:N= 353 :C= £:50 :I = -002. 
Placing this data in the terms of the formula it would appear thus: 


2:20 & 1240 « 1000 « 353 

‘002 & -50(1240 — 1000) 

and solving by the use of logarithms, the most economical production cycle for 
this type of work would be 63,319 parts. 








x= 
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It is interesting to analyse the cost of “I” in the formula and ascertain 
what items should be considered in its make-up. 

First consideration must be given to the fact whether the storage space 
is rented or owned outright. 

In the former case the principal expenditure would be: 

1. Rent of premises: This cost would include repairs, rates and taxes, 
if paid by the tenant. 

2. Handling charges: This cost would include direct labour, and indirect 
labour used at the store. The proportionate cost of transport is 
also part of the cost. 

3. Losses: This may be due to thefts, breakages, etc., which occur in all 
organisations. 

In the latter case, items 2 and 3 would remain the same, but item 1 would 
be composed of: 

(a) Depreciation of buildings and fittings. 

(b) Repairs that arise from the period of storage. 

(c) Rates and taxes, which are always payable. 

The part that the cost accountant plays in determining economic production 
should be realised by the necessity for accurate data. In ascertaining the 
values of the various factors, recourse must be had to the cost accountant’s 
records, which, if inaccurate, are useless. 

The cost accountant is required to maintain his data in such a manner that 
this information can be ascertained readily, hence the necessity for the close 
analysis of expense items. 

Industrial accountants require to have a knowledge of industrial technique 
in order fully to realise their responsibilities. 





War-time Responsibilities of Business Executives 


By C. L. S. Hewitt, B.coM., A.1.C.A., A.C.A.A. 


National Security (Supplementary) Regulations 

An amendment to these regulations provides that the winding up of 
companies may be-postponed in certain circumstances. If the company con- 
cerned is producing or handling goods essential for the effective prosecution 
of the war, the Minister may order postponement of winding up when a 
petition for that purpose has been filed in a court. Postponement of winding 
up may also take place when the company is undertaking work under contract 
for the Commonwealth Government. During the period in which winding 
up is postponed, a controller may be appointed to carry on the functions of 
the company. 


National Security (General) Regulations 

The Minister for War Organisation of Industry, pursuant to the control 
of building materials order, has fixed December 31st, 1943, as the date from 
which a licence must be obtained in respect of the use in Victoria of certain 
building materials. The materials concerned are bricks, tiles, pipes and 
fibrous plaster sheets. 


National Security (Rationing) Regulations 

An order published under the provisions of these regulations restricts the 
use of certain rationed goods for the purposes of making up other rationed 
goods. The goods concerned are set out in a schedule to the order. A 
restriction is also placed upon ‘the dyeing or marking of piece goods and 
blankets. 
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National Security (Exchange Control) Regulations 


FEB. 


A number of orders issued under these regulations provides for returns 
to be furnished in respect of foreign securities owned or acquired by any 
person and also lays down certain conditions concerning the disposal of 
foreign currencies. Restrictions are also placed on the sending of money 
outside Australia by means of a money order issued in Australia. 





Taxation Section 
Edited by J. A. L. Gunn, F.1.c.a. 


GiFTts To Pusiic HosPiTacs 


The Calvary Hospital, Adelaide, conducted by the Little Company of Mary, 
and the Memorial Hospital, Adelaide, controlled by the Methodist Church, 
have been held by the High Court (Latham, C.J., and Starke, J.—Rich, J., 
dissenting) not to be public hospitals within the meaning of Regulation 32 
of the National Security (War Damage to Property) Regulations. (i) The 
Little Company of Mary (South Australia) Incorporated v. The Common- 
wealth and another; (ii) The Memorial Hospital Incorporated v. The Com- 
monwealth and another (1942) 66 C.L.R. 368. After pointing out that it 
was held by the New South Wales Full Court in O’Connell v. Council of 
the City of Greater Newcastle (1941) 41 S.R. (N.S.W.) 190, 58 W.N. 166, 
that the absence of any form of public control and the non-public ownership 
of the hospital property did not compel the conclusion in that case that the 
institution was not a public hospital, Latham, C.J., went on to say, “So far 
this decision (in O’Connell’s case) assists the plaintiffs, though on a question 
of fact precedents are not of authority. It may, however, be pointed out that 
the hospital which was held to be a public hospital in O’Connell’s case 
possessed characteristics which are absent in the present cases. The hospital 
was subject to the Public Hospitals Act, 1929-1940 (N.S.W.) : see section 4. 
As a hospital mentioned in the Third Schedule it was bound to submit to 
any imquiry into administration and management which the Hospitals Com- 
mission might think proper to make; it was subject to annual inspection; it 
was eligible for subsidy from public moneys; and the Commission could 
attach to the payment of any subsidy such conditions in respect of the main- 
tenance, equipment, management, capital expenditure, building, or repairs to 
existing buildings as it might think fit (section 11). The hospital was bound 
to receive destitute persons without payment (section 30 (6)). It would have 
been difficult to hold that a hospital subject in this degree to a Public Hospitals 
Act was not a public hospital within the meaning of another New South 
Wales statute. The Calvary and Memorial Hospitals possess none of the 
characteristics mentioned.” 


The following is an extract from the judgment of Starke, J.: 


“In my judgment, the Calvary Hospital, having regard to all the circum- 
stances of the case, is not a ‘public hospital’ within the meaning of the 
regulations already mentioned. The facts which lead me to this con- 
clusion are that the hospital was established and is conducted by a private 
organisation, that it is not subject to the control or supervision of any 
public authority, that the public have no right of admission to the hospital, 
and, substantially, are charged for their treatment.” 
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APPROPRIATIONS OF INCOME BY A COMPANY OUT OF PROFIT AND 
Loss Account, ProFit AND Loss APPROPRIATION ACCOUNT 
OR RESERVE ACCOUNT 


1. The Commissioner of Taxation (Mr. L. S. Jackson) advises that it 
is desirable to state, for the information of companies and their advisers, the 
principles which the Taxation Department applies in regard to the appro- 
priation of profits contained in a company’s profit and loss account, profit 
and loss appropriation account and reserve account. 

2. The guiding principles are that, in the absence of specific appropriation 
to the contrary, appropriations out of a profit and loss account or a profit 
and loss appropriation account come out of the profits last earned, i.e., the 
“last-in-first-out” principle; and appropriations out of a reserve fund come 
ratably out of the amounts making up the balance of such reserve fund. 

3. Where the profit of a year consists partly of profits which have been 
subject to private company tax and partly of profits which have not been so 
taxed and an appropriation is made without any specific resolution authorising 
it to be made wholly and exclusively out of the latter portion of the profits, 
it is treated as having come ratably out of each portion. The importance of 
this rule is that any subsequent distribution wholly and exclusively out of 
the profits that have been taxed under Division 7 of the Act must have 
regard to the fact that a portion of these profits has been appropriated 
previously. 

4. Where the profit and loss profit and the taxable income, although 
approximately of the same amount, have been arrived at differently, e.g., 
where, in ascertaining the latter, various reserves and appropriations have 
been “added back” and then further allowances made which approximately 
cancel out in the final result, it is assumed that the whole of the taxable 
income is represented by the profit and loss balance and, conversely, that the 
profit and loss balance is represented by taxable income, limited, of course, 
by the lesser of the two in each case. 

5. Where a company goes into liquidation and the question arises as to 
the source of distributions by a liquidator, the amounts distributed are 
treated as coming ratably out of the components of the fund from which 
the distribution is made. A liquidator does not have profits of any particular 
year to distribute; he merely has assets for realisation and distribution of 
the proceeds amongst the shareholders after payment of the company’s 
liabilities. 

6. Where a company has losses in its accounts and subsequent profits 
are credited thereto and used to reduce the losses, it sometimes happens that 
such profits become liable to private company tax owing to the whole of the 
losses not having been recouped by the expiration of the four-year period 
prescribed by section 80. Where this is so, the company cannot claim to 
have subsequently distributed a dividend wholly and exclusively out of such 
profits. 

7. It could, however, do so if, in fact, the profits concerned had not been 
used to recoup the loss. Definite evidence showing this fact beyond doubt 
would, however, need to be produced by a company to demonstrate that the 
profits had not been so used. Normally the subsequent profits are credited 
to the profit and loss appropriation account and a debit balance at the 
beginning of the year is reduced or finally absorbed and a lesser debit balance 
(or a credit balance less than the profits of the year) is brought down at 
the end of the year and the accounts so compiled are passed at the annual 
meeting. 

8. Where this is the position, it is conclusive evidence that the profits 
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have been so used and to the extent of that use they are not available for 
subsequent distribution. 

9. Where losses incurred are debited against a credit balance brought 
forward in a profit and loss appropriation account, they are treated as 
absorbing profits on the principle of “‘last-in-first-out,” and profits which 
are absorbed in this way are not available for subsequent distribution. Where 
losses are debited against a reserve account the loss absorbs the balance in 
the reserve account ratably to its components. 

10. Where an appropriation of profits to a reserve account takes place 
and a subsequent re-transfer of an amount is made from that reserve to 
profit and loss account, the re-transfer (in the absence of specific appropriation 
from a component of the reserve account balance) is treated as coming ratably 
out of the component parts of the reserve. 


INDIVIDUALS RESIDING IN AUSTRALIA OWING TO WaR CIRCUMSTANCES 
Liability to Tax on Ex-Australian Income 


A taxpayer, who was born in New Zealand, lived for 25 years in Malaya, 
when, in 1939, he retired from business there. His intention was to spend 
a few months in Australia and then to go to England, where he proposed 
to reside permanently. His wife had come to Australia on April 1, 1939, 
and the taxpayer arrived here on September 6, 1939. Meanwhile, his 
furniture and other chattels had been sent on to England. The taxpayer 
and his wife resided with her mother until February 1, 1942, and have since 
been living in rented premises. The taxpayer’s intention to make his home 
in England was frustrated by the outbreak of war three days prior to his 
arrival in Australia. From then until the time of the hearing—a period of 
four years—he had lived continuously in Australia. The taxpayer derived 
income from sources within and without Australia. He claimed to be a 
non-resident in respect of incothe years ended June 30, 1940 and 1941, and, 
therefore, to be exempt from Commonwealth income tax in respect of his 
ex-Australian income. Held (by the Board of Review—not yet published) 
that the taxpayer was a resident of Australia from the date of his arrival in 
this country, viz., September 6, 1939, and that ex-Australian income derived 
by him on and after that date (but not before) was assessable to Common- 
wealth income tax. The following is an extract from the decision of one of 
the members of the Board: 


“In my opinion, the facts make it clear that the taxpayer has resided in 
Australia since he came here on the 6th September, 1939. No other 
finding seems possible in view of the fact that, since then, he has lived 
here continuously and, therefore, has certainly resided nowhere else. There 
may be some confirmed wanderers in the world of whom it might be said 
that they do not reside in any place or country for any appreciable length 
of time, but this cannot be said of the taxpayer so far as his sojourn in 
Australia is concerned. Despite the varying senses which have been 
acquired by the substantives and adjectives of the same derivation, I do 
not think that there has ever been any doubt that the verb ‘resides’ 
ordinarily denotes ‘the place where an individual eats, drinks and sleeps, 
or where his family and servants eat, drink and sleep’ (Wharton’s Law 
Lexicon, 14th ed.—citing Bayley, J., in R. v. Inhabitants of North Curry 
(1825) 4 B and C at p. 858). The established intention of the taxpayer 
to go to England as soon as practicable for the purpose of residing there 
permanently may have a bearing on his domicile, but that is a matter 
which need not be considered if—as I find—the fact is that the taxpayer 
has resided in Australia since he came here in 1939.” 
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The following is an extract from the joint decision of the other two 
members : 


“In our opinion, whether or not the taxpayer intended to remain in 
Australia for a brief period only is immaterial. Residence is a question 
of fact. That the taxpayer was a ‘resident of Australia’ during the year 
ended 30th June, 1940, is, we think, established beyond question. Even 
if we had been deciding the matter at that date we would have found 
accordingly. At this stage, and in the light of events, we have no 
hesitation in rejecting the claim in respect of the year mentioned. It 
follows as a necessary consequence that the claim in respect of the year 
ended 30th June, 1941, must also be rejected.” 


The three members of the Board made it clear that any ex-Australian 
income derived by the taxpayer before the date of his arrival, viz., September 
6, 1939, was derived by him as a non-resident and was therefore exempt 
from tax under S. 23 (r). 

War-TIME (CoMPANY) Tax 
Claim for Exemption by Mutual Indemnity Association 

The taxpayer company claimed that it was exempt from War-time 
(Company) Tax on the ground that it was a “co-operative company” as 
defined by s. 117 of the Income Tax Assessment Act in that it was 
a company which had no share capital and had as its primary object “the 
rendering of services to its shareholders.” The term “shareholders” is 
defined by s. 6 to include “members.” The company also claimed exemption 
under s. 14 (d) of the War-time (Company) Tax Assessment Act which 
provides for the exemption of a company (except certain specified finance 
companies) in which little or no capital is required to the extent to which 
the Commissioner is satisfied that ‘its profit arises from commissions, fees 
or charges for services rendered. The taxpayer company was a company 
limited by guarantee and it had no share capital. The “services” claimed to 
be rendered to its members consisted in the issuing of insurance policies 
against workers’ compensation and motor car risks and the investigation, 
adjustment and payment of claims made under those policies. The com- 
pany’s memorandum of association did not limit the company to doing such 
business with its members. Neither did its articles in express terms impose 
any such limitation, though certain of the articles were so expressed as to 
assume or suggest that all policies issued would be issued to members. In 
fact, the company had issued policies only to its members. Out of its reserve 
fund. of £27,145, the company had compulsorily deposited £10,000 with the 
Treasurer under the N.S.W. Workers’ Compensation Act. Held, by majority 
(Latham, C.J., Starke and Williams, JJ.; Rich and McTiernan, JJ., dissent- 
ing) that the company was not exempt from War-time (Company) Tax 
either as a co-operative company or under s. 14 (d)—Employers’ Mutual 
Indemnity Association Ltd. v. F.C. of T. (1943) (not yet reported). 
“In my opinion the words ‘rendering services’ to persons mean doing work 
of some kind for those persons. When it is the primary object of a company 
to do work for other persons, then it may be said that the primary object 
of the company is the rendering of services to such persons. But the issuing 
of an insurance policy to a person cannot be described as doing work for 
that person. It is making a contract with him. Work may be done for a 
person in pursuance of a contract with him, but the making of a contract 
with him does not amount to doing work for him,” per Latham, C.J. 
“. .. the question is what is the meaning of the expression ‘the rendering of 
services to its shareholders’ in the context in which it is found in the Income 
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Tax Assessment Act 1936-1940. It is used in connection with what is called 
a co-operative Company and the doing of acts for shareholders. And it is in 
this sense, I think, that the expression is used in the Assessment Act: the 
doing of acts for shareholders, including the rendering of services to its 
shareholders such, for instance, as shearing sheep for shareholdérs, as was 
suggested during the argument,” per Starke, J. 


CoMPULSORY ACQUISITION OF TAXPAYER’S RESIDENCE BY MILITARY 
AUTHORITIES 
The following is an extract from Circular No. 18 issued by the Institute 
of Registered Tax Agents: 


“1. A case recently came under notice of a taxpayer’s home being 
impressed by the Air Board. The taxpayer rented another residence 
at the same rental as that received from the Air Board. The tax- 
payer’s income tax assessment included an amount of about £30 
additional tax in respect of the rent received, no allowance being made 
for the outward rent paid. 

2. The matter was submitted to the Federal Treasurer, from whose reply 
the following is an extract: 

‘The rent paid by..... for the residence which he now occupies 
is expenditure of a private or domestic nature and the deduction of 
such expenditure from the assessable income is specifically precluded 
by the provisions of section 51 of the Income Tax Assessment Act. 

‘I have agreed, however, that in any case where the compulsory 
acquisition of a taxpayer’s residence by the military authorities results 
in a loss to the owner by reason of the incidence of income tax, 
appropriate relief should be granted by the remission of so much of 
the tax as is necessary to avoid loss to the taxpayer concerned. 

: Sere should make application for the appropriate remission 
of tax to the Deputy Commissioner of Taxation, setting out the full 
circumstances of his case. The Deputy Commissioner will make any 
necessary enquiries and calculate the amount of Treasury remission 
to be granted in his case.’” 


PARTNERSHIPS BETWEEN HUSBAND AND WIFE 
Section 260 Unsuccessfully Invoked 

The taxpayer, by deed of gift executed on December 2, 1940, assigned to 
his wife a one-half share in his business and its assets. A partnership 
agreement was entered into the following day, December 3, 1940. The term 
was three years as from September 30, 1940, and if continued thereafter it 
was to be determined by either party giving the other party one month’s 
previous notice in writing. The exclusive management of the business 
remained with the husband, who was to receive £12 per week for his services ; 
otherwise profits were to be shared equally between the two partners. A 
clause of the partnership deed provided that upon the death of the wife or 
upon dissolution of the partnership, the husband had the option of buying 
the wife’s interest (including loans and undrawn profits) for £1,000, the 
option being exercisable within one month after death or dissolution. The 
wife was granted a similar option in the event of the death of the husband 
or upon dissolution, but in the latter event only upon the failure of the 
husband to exercise his option. The Commissioner assessed the taxpayer in 
respect of the whoie of the profits of year ended June 30, 1941, on the ground 
that the partnership was not a reality. Moreover, the Commissioner con- 
tended that the partnership agreement was entered into for the purpose of 
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altering the incidence of income tax and was therefore void under s. 260. 
Held, unanimously (by the Board of Review—not yet reported) that the 
partnership was bona fide; was not struck at by s. 260, and that, accordingly, 
the partners were separately assessable in respect of their individual interests 
in the net income of the partnership, but (by majority) only from December 
3, 1940, the date of the partnership agreement, there being insufficient 
evidence of the existence of the partnership prior to that date. 

On the main question one member of the Board said: “The deed of assign- 
ment and the partnership agreement are not affected by s. 260, for it is now 
well established that the provisions of that section are not applicable to 
instruments actually changing real ownership (D.F.C. of T. v. Purcell (1921) 
29 C.L.R. 464; and Jaques v. F.C. of T. (1924) 34 C.L.R. 328). This 
rule is really inevitable for the reason that if the effect of the section is to 
cause one person to be liable as taxpayer to pay tax on income derived by 
another the so-called tax is not an income tax at all and the section is struck 
at by s. 55 of the Constitution (Waterhouse v. D.F.C. of Land Tax (1914) 
17 C.L.R. 665).” ; 

On the minor point, the date of commencement of the partnership, the 
following is an extract from the majority decision of the Board: “Another 
question now arises, namely, whether the partnership came into existence 
on September 30, 1940. The taking of stock and the opening of the partner- 
ship accounts are in accordance with a belief that the partnership commenced 
from that date, and no doubt it was the date from which the taxpayer and 
his wife intended the partnership to begin. Nevertheless, as Lord Buck- 
master said in J. and R. O’Kane v. I.R. Commrs. (1922) 12 Tax Cas. at 
p. 347, ‘the intention of a man cannot be considered as determining what it 
is that his acts amount to.’ In Waddington v. O’Callaghan (1931) 12 Tax 
Cas. 187, the appellant was a solicitor who had carried on the practice of his 
profession for many years. His son, who was admitted as a solicitor in 1922, 
had assisted in carrying on the appellant’s business, and was informed by the 
latter on December 31, 1928, that he would be taken into partnership as 
from the following day. Another firm of solicitors was similarly informed 
and requested to draw up a deed of partnership. The deed was approved 
and executed on May 11, 1929. For some time previously it was commonly 
known among the members of the profession and others in the same district 
that the partnership had been arranged, but there was no formal announce- 
ment by advertisement or otherwise. There was no alteration in the bank 
account until after the partnership deed was executed, and meanwhile all 
letters were signed by the appellant; subsequently they were signed in the 
name of the firm. The son was credited with his share of the profits as from 
December 31, 1928. The arrangement for the partnership to commence as 
from that date was made bona fide and was intended to be acted upon as 
from that date. Held that the partnership constituted by the deed commenced 
on the date of the deed and there was no evidence of the existence of a 
partnership before that date. In our opinion, the present case is not stronger 
than Waddington’s. For that reason we find that the partnership did not 
commence until December 3, 1940.” 
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Determination of Profits Available for ‘‘Tax-Free’’ 


Dividends 


By “CLaupius” 






































In the November, 1943, edition of The Australian Accountant the 
desirability of keeping profits in line with “distributable income” was pointed 
out. This article deals mainly with cases where this has not been done. 

The Commissioner ‘has recently intimated (his rulings are published 
elsewhere in this issue of the journal) that in arriving at the amount of profit 
available for dividend purposes on a given date, debits in the Profit and Loss 
Account or Profit and Loss Appropriation Account should be treated as 
charged against the component parts of the account on a “last-in-first-out” 
basis, thus continuing the old method authorised in the case of The 
Commercial Banking Co. of Sydney Ltd. v. F.C. of T., etc. (23 C.L.R. 
102); whilst debits to a Reserve are charged proportionately against the 
component parts of the Reserve, as in the case of Resch v. F.C. of T., 2 
A.1.T.R. 231. However, should the debit be authorised by a resolution 
(passed presumably either by the company’s directors or shareholders) 
specifying against what source the amount should be charged, that resolution 
determines the method to be applied. 

Not all accountants will agree with this ruling, as they claim that a company 
is master of its own business and can do as it chooses. There is an old 
rule of common law that if there were several debts owing by a debtor to 
a creditor, when making a payment the debtor could nominate against what 
debt the payment was to be made. If, however, the debtor did not nominate, 
the creditor could set the amount off against whichever debt he chose. On 
account of the Statute of Limitations the debtor would probably nominate 
that the payment be made against his latest debt, whilst if he failed to 
nominate the creditor would, in his own interest, set the payment off against 
the oldest debt. 

In the case of Sterling Trust Ltd. v. I.R. Comrs. (12 T.C..868) the 
company had taxable and exempt income and paid debenture interest from 
its bank account, which consisted of both sources of income. It claimed, and 
the Court upheld, that it was entitled to claim that it could nominate from 
what source the interest was paid, in accordance with the old common law 
rule. This right of attribution was also given in several other cases. 

However, in the case of J.R. Comrs. v. Crawshay ((1935) 19 Tax Cas. 
715) the taxpayer was one of several beneficiaries in an estate which 
received income from England and from abroad. In claiming relief 
from tax as a non-resident, he claimed that he was entitled to assume that 
the trustee of the estate had paid his share of the income from the source 
which entitled him to the greatest amount of relief. In fact, the trustee never 
made the payment in this fashion, but the Crown admitted that had the 
trustee done so, the beneficiary would have been entitled to the rélief 

claimed. The Court decided that the Crown apportionment was correct. 

From these decisions it would appear that so long as the simple relationship 
of debtor and creditor exists the debtor is entitled to nominate from what 
source the payment is made, but if the debtor makes no appropriation the 
second part of the old rule applies and the creditor cannot assume that an 
appropriation has been made. Apparently the Court took this view of 
Crawshay’s case when deciding Resch’s case. 

It should not be overlooked that the taxpayer who receives dividends 
is the creditor not the debtor, whilst in the Sterling Trust case the company 
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was both the debtor and the taxpayer. Further, the debits made in the 
relative accounts between the time of receipt of the income taxed under 
Section 104, etc., and the payment of dividends are not normally debts 
payable to shareholders in the form of dividends. Consequently the right 
of attribution rests not with the taxpayer but with another person, i.e., the 
company, and the relationship of the parties in Crawshay’s case is a nearer 
parallel than the relationship in the Sterling Trust case. 

However, in Crawshay’s case the taxpayer relied on a supposed appropria- 
tion by the trustees over whom he had no control. Collectively, at least, 
shareholders control their companies, consequently there is doubt whether 
Crawshay’s case is really applicable to continuing companies when questions 
of profits used to pay dividends arise, particularly should the shareholder in 
question hold a controlling interest in the company. 

On the other hand, the following extract appears to limit a company’s 
method of expressing its intention: 

“Thus where the taxpayer is a company and is therefore incapable of 
forming any intention except such as is expressed in, or necessarily follows 
from, its proceedings, it appears that the form of its resolutions and instru- 
ments is their substance” (/J.R. Comrs. v. Fisher's Executors (1926) 10 
T.C. 302). 

It is likely that the Commissioner relied on this case to limit the company’s 
right of attribution to cases where the resolution specified from what source 
the payment in question should be charged. Further, a resolution authorising 
a payment must be passed when the payment is made. In 9 C.T.B.R. Cas. 
63, a company paid a dividend from a mixed fund of taxable income and 
exempt income and later purported to amend the resolution authorising that 
dividend, substituting a qualifying resolution in its place. The majority 
ruling stated, inter alia: 

“The question whether the distribution of 3rd December, 1937, constituted 
one dividend or two dividends (as claimed) can only be decided on the facts 
existing at the time of the distribution. Obviously it is not to any extent 
dependent upon the amended resolution which was made more than ten 
months after the distribution took place. We cannot comprehend the conten- 
tion that what is validly done in pursuance of the resolution of a company 
can at any time subsequently be altered, not by any attempt to disturb or 
undo what was actually done, but by the mere verbiage of an amended 
resolution.” 

Clearly an amending resolution in respect of a payment is of no legal 
effect when passed after the payment was made. However, this does not 
necessarily apply to a resolution indicating how a prior transfer to a reserve 
should be treated when that amount has not been utilised to make payments. 
Even if an original resolution is based on incorrect facts there is doubt as 
to whether an amending resolution would be of any legal effect when the 
original resolution authorised a payment (9 C.T.B.R. Cas. 68). 

The question of what profits are available for dividend purposes is a 
question of fact to which no reference will be found in the Act. Working 
on this knowledge, some accountants claim that the company’s books of account 
do not necessarily bind the company in the determination of its profits. It 
is thought that the following extract may have some bearing on this point: 

“Of course you cannot give a different character to facts by treating 
them in accounts ; but if it is a question as to what payments really represent, 
I think that the accounts certainly are some evidence as showing the way 
the parties most concerned thought those sums ought to be properly described. 
It does not go any further than that” (Stott and Ingham v. Trehearne ( (1924) 
9 Tax. Cas. 69). 
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However, it appears that the Commissioner relies not so much on the 
book entries, but on the resolutions of shareholders (who have the final say 
in the control of the company) in accepting the annual accounts. These 
accounts, even if audited, can usually be amended by a shareholders’ meeting. 
Can it be said that a resolution adopting the accounts is any less binding 
on the company than a resolution declaring a dividend? I doubt it. 

It is unlikely that all companies will accept the contention that when both 
losses and profits are in an Appropriation Account certain losses must be 
set off against certain profits, and they will probably contest the matter. 

The writing back of the excess of depreciation written off in the company’s 
accounts over the amount allowed for Income Tax purposes has been accepted 
by the Department in some cases, as the claim that the excess was in the 
nature of a secret reserve has been made. There appears to be no difference 
whether the amount was originally credited to a Depreciation Reserve or 
to the Asset Account. Of course, if the asset has been sold or otherwise 
My disposed of, there is doubt as to whether the writing back would be accepted. 
However, if expenditure is debited against profits but disallowed as being in 
the nature of capital expenditure by the Commissioner, he will not generally 
accept an adjustment capitalizing this amount in the books to increase the 
amount of profit available. 

Finally a point on resolutions. Some resolutions have been worded 
declaring a dividend— 

(a) wholly and exclusively from certain profits taxed under Division 7, 

and 

(b) wholly and exclusively from other profits, e.g., the profits of the year 

just closed. 

This practice is dangerous and the writer is of the opinion that the 
shareholders would not be entitled to rebates under Section 107 on the 
amount paid under (a), although it is possible that the Department might 
allow the rebate, but only as a concession. The whole of the dividend must 
be paid from taxed profits to secure the rebate, as a dividend paid wholly 
from one source and wholly from a second source is manifestly an impossi- 
bility. Two separate dividends are necessary in the above case to secure the 
rebate—even payment of two amounts by one cheque to each shareholder 
might be sufficient to exclude the possibility of rebate, as this depends not 
on what is declared but on what is paid. 

However, this would not necessarily apply when the dividends are all 
paid from profits subject to Division 7 tax. In fact, if several years’ profits 
have been taxed under Division 7 it is not necessary to specify in the 
resolution how much is to be paid from each year’s profit, provided, of 
course, that the total dividend does not exceed the total amount available for 
distribution subject to the rebate provided by S. 107. 
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Tax Benefits for V.D.C. 


By J. M. GREENWOOD, A.I.C.A. 


Rumour hath it that members of the Volunteer Defence Corps, nurtured 
for three years in the faith that virtue is its own reward, are now to receive 
tangible proof of their country’s gratitude. Not coupons to buy summer 
shorts (they don't play football), not a new issue of shirts, but military pay 
and allowances commencing on December 10, 1943, and something far more 
valuable than all these things—as members of the Defence Force they are 
entitled to the deductions provided by s. 81 of the Income Tax Assessment 
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Act, and the exemptions allowed by s. 23 (t)! 
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Case 1 
. Single man. woes all £250 p.a. 
Income without military pay . — 
Less tax payable .. .. .. . 
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Income with military pay .. 

Less tax payable: 
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Less deductions under : ae <. 


Taxable income .... .....- 
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CASE 2 


Married man without children. Salary, £300 p.a. Military pay, £10. 
Wife allowance, £2 (paid to nessun 





Net betterment .. 
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Of course, they won't come off as well as their brothers who turn the ships 
about week-ends, but here are three examples of what may happen: 


Military pay, £5. 


Income without military pay . £300 0 O 
Less tax payable: 
Gross tax .. .. - £55 0 O 
Less rebate for ke. naa ee 18 7 0 
36 13 0 
Es ek, Lie ee ae, oe ae koe ae od a6 dea Se. ae 
Income, with military pay .. £312 0 O 
Less tax payable: 
Income .. .. £312 0 O 
Less wife allowance, exempt under 
S §.) Pee era 
Deduction under s. ‘81, £104 _ 
(310-300) _ 99 
— = 
— 101 0 O 
£211 0 O 
Gross tax .. . .. £2417 0 
Less rebate for wife (106 x 28: 2605d. ) 1210 O 
12 7 0 
Residue .. 13 0 





“Theirs not to reason why, 


250 0 O 

36 14 O 

£213 6 O 

£255 0 0 
£255 
146 
£109 

210 0 


£252 10 O 


. £39 4 0 
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Income with military pay . 
Less tax payable: 
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OE 


£5 


Tax at rates applicable to £477 .. .. .. .. .. 


I AR mt Set ke 


Ree GT GEO vc os xe be bu Ks oe 
Pent WEEE 4. ns 0 ae 6S ws wd os 
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BIi-E 55 eave 2. 5. 5. vw cc cw ce ue 


BASIE OOO MNCIMSIVE . 5 5k nc ks 00) oss an 


Single man with property income of £500. re pay, £5. 
Py Income without military pay ‘ betes 
Less tax payable .. .. .. 








£500 0 O 
167 18 O 
£332 2 0 
£505 O O 
Pty. £500 
28 
£472 
Lu. 158 8 0 
£349 12 O 
— | 10 0 


For the benefit of readers the scale of the deduction under s. 801 is 
summarised below. “I” represents the assessable income less all deductions 


Deduction 
Amount of income 


£146 
£146 less (I—258) 


£104 less Se 


£79 less —) 


No deduction remains after £586, but the exemption of dependant allow- 
ances continues irrespective of the income. 
allowable under s. 51 (1) for expenses incurred in gaining or producing the 
assessable income. Now what about all those shorts, shirts and socks members 
have replaced at their own cost? those phone calls, note-books, fares? those 
officers’ caps which became army property? 


Furthermore, deductions are 
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The Income Tax Assessment Act 1936-1943 


Section 107, and Rebates Under That Section 
Meaning and Application of the Words “Liable to Pay Tax” 


By A. A. Forster, A.1.C.A., A.A.1.S., A.L1LS. 


“Claudius” writes on this subject in the December, 1943, issue at page 
451. He refers to a difference of opinion between J. A. L. Gunn dnd S. 
McKellar White as to the time when it may be said that a liability to pay 
tax arises—as contemplated by S. 107 of the Income Tax Assessment Act, 
1936-1943. 

The importance of reaching some decision in this matter rests upon the 
fact that a shareholder is entitled to a rebate under S. 107 in respect of any 
dividend included in his taxable income which has been paid to him by a 
company “. . . wholly and exclusively out of any amount or amounts in 
respect of which . . .” under Division 7 or its predecessors that company 
“... has paid or is Hable to pay tax.” 

The rebate granted comprises “. . . the amount by which his income tax 
is increased by the inclusion in his assessable income . . .” of the dividends. 
In effect, such a dividend is free of tax in the hands of the shareholder and 
is referred to hereafter as “tax free.” 

“Claudius” deals with two main questions— 

(1) Is the Commissioner’s power of assessment under S. 104 (Division 7) 

discretionary ? 

(2) Does a company become liable to pay tax under S. 104 only upon 

the issue of an assessment under that Section? 


He then goes on to deal with those instances where the Commissioner 
refrains from issuing an assessment under S. 104 because it would be 
profitless to do’ so. Whether a company ever becomes “liable to pay tax” 
in such circumstances, or whether shareholders would be entitled to rebates 
under S. 107, are not questions that would occasion much difficulty in 
practice, since the amounts involved would be too small. 

The opinion of J. A. L. Gunn may be gauged from his discussion of the 
two main questions in his work Commonwealth Income Tax Law and 
Practice, para. [1001F], [1003], and [1016]. It seems to me that in this 
work he answers these questions as follows: 

(1) No. 

(2) Yes. 

It is necessary to refer to his work in order to gain an adequate apprecia- 
tion of the points involved. S. McKellar White also discusses these points. 
His views appear in the September, 1943, issue of The Chartered Accountant 
in Australia, pages 95 and 96. Based on that article his answers to the 
questions would be as follows: 

(1) No. 

(2) No. 

The first question has been adequately dealt with by the Board of Review. 
Two members of the Board said: 

“The objection necessarily implies that the Commissioner’s power of 
assessment under S. 104 is discretionary ... It is to be gathered that 
this view rests on the fact that S. 104 uses the words ‘the Commissioner 
may assess’.... In previous cases .. . the taxpayers concerned claimed 
in effect that because of special circumstances they should be released 
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from the tax .. .” (assessed under S. 104). “We have considered it 

sufficient to point out in such cases that the question whether serious 

hardship would result from the exaction of tax is a matter for consideration 

—not by the Commissioner nor by this Board—but by the tribunal appointed 

under S. 265. 

“It is understood that, where the costs of assessment and collection 
would considerably exceed the tax assessable under S. 104, the Com- 
missioner refrains from issuing an assessment. Apart from such administra- 
tive acts—which do not involve any discriminatory treatment of taxpayers— 
we do not think that the Commissioner has any discretion which he can 
exercise in favour of a taxpayer.” 

The other member of the Board said: 

“In my opinion, the Commissioner is bound to make an assessment 
under S. 104 whenever the conditions prescribed by the section are found 
to exist.” 

In its ordinary meaning “may” gives an enabling and discretionary power. 
Cotton, L. J., has observed) that “may” can never mean “must” so long 
as the English language retains its meaning, but it gives a power and then 
it may be a question in what cases, where a power is given by the word 
“may,” it becomes a duty to exercise that power. It was with this obligatory 
duty attendant on the word that the third member of the Board was con- 
cerned. The change from “shall” to “may” referred to by “Claudius” was, 
I would submit, to facilitate administration. It was not intended to grant 
to the Commissioner such a discretionary power as he supposes to exist, 
since if that were so “. . . private companies which the Commissioner is 
empowered to tax would be liable to or free from the tax entirely at the 
whim of the Commissioner.” The third member of the Board went on to 
add that “. . . it is not to be conceived that Parliament intended such 
extraordinary consequences as those described.” I think that it is well 
settled from consideration of these authorities that the Commissioner’s 
power of assessment under S. 104 is not a discretionary power in the ordinary 
sense. The Commissioner has no discretion except that which arises naturally 
from the existence or non-existence of the conditions prescribed for the 
exercise of the power of assessment under S. 104. He is enabled to refrain 
from issuing assessments where the costs of assessment and collection would 
considerably exceed the tax assessable; that is all. 

On the second question it is more difficult to resolve the existing doubt 
as to whether or not a company may be “. . . liable to pay tax” (in terms of 
S. 107), prior to the issue of an assessment under S. 104. 

J. A. L. Gunn takes a prudent view of the situation, and at the time of 
publishing his recent work‘) deemed it inadvisable to declare a “tax free” 
dividend before the issue of the assessment under S. 104., 

S. McKellar White,“ on the other hand, inclines to the view that the Act 
definitely presupposes a liability prior to the issue of an assessment and 
refers to S. 169, which reads as follows: 

“Where under this Act any person is liable to pay tax, the Commissioner 
may make an assessment of the amount of such tax.” 

In my opinion a company becomes liable to pay tax when the conditions 
prescribed by the Act exist in fact. A company subject to S. 104 becomes 
liable to additional tax if it has not made a sufficient distribution of its 
income before the expiration of six months after the close of the year of 
income. Under the present Act a sufficient distribution is the whole of the 
company’s distributable income. These circumstances determine the point 
of time when the liability to pay tax arises. Once the period of six months 
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has passed the liability exists. The quantum of that liability is fixed by the 
administrative act of issuing an assessment. 

I would submit that sometimes “liable” does not necessarily connote an 
existing liability, e.g., “a borrower, or surety, or other person liable,” 
may reopen a closed transaction. “Liable,” there, cannot be restricted to 
meaning “liable in fact.”*® The other taxing acts, the Stamp Duties Acts, 
the Local Government Act, all provide similar examples. 

Mr. J. A. L. Gunn has drawn my attention to two interesting cases decided 
under other acts in relation to the Income Tax Acts which throw more light 
on these points. 

The first of these, The West Australian Trustee, ‘i laie and Agency 
Company Limited v. the Commissioner of Stamps, Western Australia (1925), 
decided on appeal (36 C.L.R. 98), is the most important. The Trustee 
Company sought to deduct from the value of the estate, amongst the “. . . debts 
due by the deceased person. . .,” a total of £317/19/8, representing assess- 
ments made by the Federal Commissioner of Taxation of income tax payable 
by the testator and/or his estate. These assessments were made after the 
death of the testator. The Commissioner of Stamps refused to allow that sum 
as a deduction. The company paid the probate duty subsequently assessed 
under protest and applied to the Supremte Court for an order that the Commis- 
sioner’s decision should’ be reversed. The matter came before the Full Court 
finally, on appeal. Held (by Knox, C.J., Higgins and Starke, JJ.; Isaacs and 
Rich, JJ., dissenting) that Federal income tax in respect of income derived 
by a person during a period antecedent to his death imposed by an Act 
passed during his lifetime, although not assessed or otherwise ascertained 
during his lifetime, is after his death a “debt due by the deceased person” 
within the meaning of S. 88 of the Administration Act 1903 (W.A.). 

The following is an extract from the judgment delivered by Knox, C.J.: 


“Counsel for the appellant [on appeal, the Commissioner of Stamps] 
contended that no obligation to pay income tax.was created before the 
assessment by the Commissioner. In my opinion this contention cannot 
be sustained. It is true that intéome tax is not payable until thirty days 
after assessment, but the liability or obligation to pay imposed by the 
Income Tax Act comes into existence on the passing of that Act. It is true 
also that ‘income tax’ is defined in the Income Tax Assessment Act as 
meaning the income tax imposed by any Act as assessed under this Act. 
But this seems to me to mean no more than that the amount payable in 
discharge of the obligation created by the Income Tax Act is to be ascer- 
tained according to the method prescribed by the Income Tax Assessment 
Act. In effect the assessment is no more than a demand for the payment of 
a definite sum which had not theretofore been precisely ascertained. There 
are certain cases where the ascertainment of the amount of tax involves 
the exercise of a discretion by the Commissioner, but in the great majority 
of cases the amount of tax payable could be accurately determined by any 
skilled person conversant with the relevant facts.” 


The essential principles embodied in the Acts upon which the learned judge 
based his reasoning have not been altered sufficiently to affect his conclusions. 

The second case‘? was decided in relation to the N.S.W. Income Tax 
Management Act. In this case, as in that already quoted, the claim for a 
deduction of income tax payable from the value of the estate was disputed. 
It was held that in computing the final balance of the estate liable to stamp 
duty the executors were entitled to an allowance of income tax payable by 
them upon the income received by the deceased prior to his death, the amount 
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so payable being a “. . . debt actually due and owing within the meaning of 
S. 107 of the Stamp Duties Act of 1920.” 

The following extract from the judgment of Ferguson, J., rounds out the 
discussion of this question. He said: 

. It seems to me that in this case the New South Wales Income Tax 

Act imposed upon the taxpayer a liability to pay which certainly came into 

existence immediately on the expiration of the 12 months ending on 30th 

June. It is not necessary to consider whether or not any liability had 

accrued before that time. The fact that it was not payable till later did 

not affect the liability to pay, and did not prevent it from being a debt 

‘actually due and owing’.” 

In further support of this the Commissioner, in reply to an inquiry, 
indicated that the Department would later grant a rebate under S. 107 
provided that the dividend was paid after the specified period of six months 
had elapsed, notwithstanding that an assessment to additional tax Mad not 
issued at the time such dividend was paid. I assume that we are considering 
the position in relation to those instances where the conditions prescribed 
for such an assessment are known to exist. Following upon this ruling, 
considerable difficulty was experienced in determining the amount subject 
to additional tax and hence the amount which the company might consider 
it could distribute as a “tax free” dividend. The Commissioner has since 
resolved these difficulties to some extent.“ Provision has now been made 
whereby a company may forward to the Department calculations made from 
its accounts as to the amount of funds available of a type specified in the law 
and may have these calculations checked with departmental records. The 
company will then be informed whether its calculations accord with depart- 
mental records, and, if not, in what respect they differ. 

It must be pointed out, however, that the Department cannot bind itself 
to act in a manner which is contrary to law. The position would be finally 
clarified only when, after a full disclosure of all material facts, the Commis- 
sioner granted the rebate under S. 107. 

Despite the fact that the proposition—that a company becomes “. . . liable 
to pay tax” prior to the issue of an assessment under S. 104—may have 
judicial approval, it would seem unwise to attempt any large distribution of 
“tax free” funds until the company’s return of income in the relevant year 
has been dealt with and all matters outstanding between the company and 
the Commissioner have been determined. 

Alternatively, if it is desired to make such a distribution before this 
point is reached, the difficulty of ensuring that the dividend attracts the rebate 
under S. 107 may be overcome by declaring several dividends of small 
amount. In such a case only one or two small dividends fail, and not the 
whole of the large dividend, by reason of the failure to meet the requirements 
of S. 107. I do not doubt that a search would disclose further authority 
in support of the contention that liability to pay tax, as contemplated by 
S. 107, arises prior to the issue of an assessment, but it seems to me that it 
is unnecessary to seek further authority in the face of existing departmental 
practice, which will hold good until such time as the matter is dealt with 
by the Board of Review or the Court. 
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of Correspondence 

ne 
The Editor, 

x The Australian Accountant, 

to Melbourne, C.1. 

th : 

d Sir, 

d The message from the President published in the Australian Accountant, 

it December, 1943, issue, which unfortunately did net reach me until January, 
1944, is of interest to the profession generally. 

’, That there are movements (I use the plural advisedly) to enlarge the 


7 scope of education for the profession, is a matter for congratulation. The 
manner in which this is to be accomplished is another problem. 


: University tuition to cover the whole field of accountancy training is, as 
g stated by the President, impracticable. While there are, no doubt, difficulties 
d in the way, the solution appears to be enlarging the scope of the examinations, 
: with the possible assistance of the Universities to the extent of a post- 
‘ graduate course in such cultural subjects as are considered an advantage to 
" the budding accountant. The necessary alterations for advancement in the 
. Institute could no doubt be made accordingly: 

e At the present time there is very little inducement for the student to 
" continue his education or studies after he qualifies. He is usually content to 
' rest on the laurels gained, and it is this which constitutes the weakness now. 
. At present we hear numerous catch cries such as new orders for this, or 


new deals for that, or new education for all, when in many instances those 
using these cries have no rational plan in which to bring about the reforms 
f of which they talk. 

In no walk of life can there be contentment to remain static; advancement 
must be continuous, but that does not mean merely pulling down an edifice 
before we have settled plans in-which to rebuild and improve on the former. 

Perhaps it is too much to hope for, but were all institutes to co-operate 
together, improvement would be much easier to accomplish. 

In conclusion, and as mentioned previously, I consider the best procedure 

is to enlarge the scope of examinations at present held, by including addi- 

) tional subjects, or more advanced papers in the various sections, and then 
considering whether the University would be of any assistance after the 

student completes his examination, but definitely not before. In any event, 

matters such as these could best be served by frank and open discussions on , 
all aspects, thereby having the considered opinions of all sections, and not as 

at present, one section only. 


Yours, etc., 
R. J. Barrett. 
Sydney, 
27th January, 1944. 





The Editor, 
The Australian Accountant, 
Melbourne, C.1. 


Dear Sir, 

As there has been some discussion in recent issues of your journal on the 
subject of educating the accountant, I should like to add a smal! practical 
suggestion. The final accountancy course at present includes study and 
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examination of the subject of Commonwealth Income Tax Law. Although 
knowledge of the law on this subject is an exceedingly useful addition to 
the fund possessed by any accountant or business man, it is in fact only part 
of the much larger subject of Taxation. 

In Australia, taxation exists in many forms, a great many of which are 
met with in business, sales tax, payroll tax, death duties and customs and 
excise being the most important. It is respectfully suggested that the newly 
trained accountant would be saved much bewilderment if his course of study 
included, either as a separate subject or together with income tax, a study 
of taxation in general. Such a subject could include a short study of the 
principles and economics of taxation as an introduction, followed by more 
detailed work on each individual sphere of taxation and including some 
requirement of knowledge of taxation schemes operative in the different 
States of Australia as well as those under Federal control; and perhaps also 
of the basis of taxation laws existing in other countries. 

As one who has had to struggle with the intricacies of sales tax law, I 
would especially suggest that the study of this subject should form part of 
any amended curriculum. 

Yours faithfully, 
R. BECHERVAISE, B.COM., A.I.C.A. 


Melbourne, 
21st January, 1944. 
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